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Zi Corporation provides software that adds smart text capabilities to mass market electronic devices. Starting with smart 
text input, Zi technology enables short messaging, email, e-commerce and other applications on Internet and information 


appliances such as mobile phones, TV set top boxes, display phones, game consoles and computers. 


By going beyond the physical parameters of the devices, Zi software and linguistic data connect technology to language. 
Imagine being able to enter thousands of Chinese characters on the keypad of a mobile phone. Imagine being able to enter 
thousands of English words on the same keypad. With smart text input, you can key as you write - you communicate and 


stay connected in the wired world of the 21st century. 


Through licensing agreements with strategic partners, Zi Corporation distributes its software on electronic devices that 
meet the needs of consumers, business, government, and education systems world wide. To encourage technology adoption 
by consumers, Zi Corporation conforms with national and international standards to meet the requirements of government, 


educators, and its partners. 


Zi Corporation supports its strategic partners from offices in Beijing, Hong Kong, San Francisco, and Calgary, Canada. As a 


publicly traded company, Zi Corporation is listed on the Nasdaq Stock Market (ZICA) and The Toronto Stock Exchange (ZIC). 


With “One language technology for a world of markets”, Zi Corporation is “Connecting technology to language”. 


r The Annual General and Special Meeting of the Shareholders of Zi Corporation will take place 
y L4 at the Calgary Petroleum Club, Cardium Room, on Wednesday, June 16, 1999 at 3:00 p.m. 
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TO OUR VALUED SHAREHOLDERS: 


Focus and perseverance allowed Zi to achieve great strides in its financial performance in 1998. In addition to enjoying a 24% growth 
in revenues related to licensing fees, the Company succeeded in cutting operating costs and expenses by 71%. This led to an overall 
accomplishment of reducing the loss in 1998 by an impressive 82%. Although the numbers may speak for themselves, the end result 


is a streamlined operation and personnel achieving greater efficiency. 


In 1998, we continued to prepare our products for use on a number of personal communication devices and Internet appliances, 
including Ericsson’s mobile phones for the China market. In line with the Company’s commitment to the Zi enabling technology, 


marginal business units were disposed of throughout the year. This allowed us to redirect our resources in a concentrated effort. 


Although our corporate restructuring resulted in significant cuts in our personnel costs, we expanded our number of software developers 
in Beijing and Calgary. In doing so, we maintain “around the clock” research and development activities. In conjunction with this, 
our technically-trained marketing and sales force broke through to secure new business in emerging opportunities in set-top boxes 


for Internet TVs with Network Computer, Inc. (“NCI”) and Planetweb, Inc. 


According to a recently published report by China’s Ministry of Information Industry, there are 317 million television sets in China, 
and 25% of Chinese households are equipped with telephones. However, there are only 40 million VCD players, which leaves a 
tremendous opportunity for sales of the Internet-enabled consumer electronics devices - such as DVD players and set-top boxes — 
that both Planetweb’s and NCI’s software make possible. Planetweb’s suite of products includes a powerful World Wide Web Browser, 
Applications, System Software, Portal Technology and multimedia Java Technology. NCI’s client and server software is targeted at 
hardware manufacturers and network operators who want to deliver new Internet-enabled applications and services. NCI is a privately- 


held company with Oracle Corp. and America Online as its major investors. 


With the anticipation of commercialized products in 1999, the Company looks forward to enhancing its financial position with 
ongoing royalty revenue. On February 3, 1999, Zi Corporation and Ericsson coordinated an event in Beijing to introduce the new 
Ericsson phone embedded with the Zi enabling technology. Since then, the Company has uncovered many more revenue-generaring 


opportunities with future partners in Asia. 


On March 10, 1999, Zi filed a patent infringement claim against Tegic Communications, Inc., a Seattle, Washington company. 
This claim states that Tegic and Tegic’s customers and licensees infringe a patent owned by Zi. This is part of an active ongoing 


process where Zi is protecting the integrity of its intellectual property against unauthorized use and infringement. 


With the confidence behind our technology and the anticipation of commercialized products in 1999 with Zi Input, the Company 
is well positioned to secure more contracts with clients in any language around the world. This is made possible by the fact that the 
underlying architecture and design of the Zi language-processing technology is language independent. Although we remain firmly 


rooted in our commitment to the China market, our vision includes a global solution to “connecting technology to language”. 


At this time, I would like to extend my sincere appreciation to the dedicated support of our staff and shareholders. Together we will 


realize our goals in 1999. 


Me 


Michael E. Lobsinger 
Chairman of the Board and Chief Executive Officer 


ONE TECHNOLOGY, A WORLD OF LANGUAGES 


Living in a global village, with near-instant communication, doesn’t mean that we share the same 
access to the technology that drives communication. The reality of today’s world means that to 
communicate, people need access to technology that’s simple to learn and easy to use. Zi has created 
a smart text input system that spans the spectrum of communication: mobile phones, messaging, 


consumer electronic devices, computers. 


We have created a competitive edge by meeting one of the most difficult challenges first — developing 
a flexible, simple, intuitive tool that allows the user to input electronic messages in Chinese. Our 
technology, which brings the language of strokes, components and characters to the digital world, 


also by design incorporates the capability to support other languages. 


The first step to understanding is finding a common ground. Zi helps you to communicate — 


and to connect. 


MEETING THE TECHNICAL CHALLENGE 


The language and cultural differences between East and West present a multi-faceted technical 
challenge: it touches on culture; on history; on tradition. Zi’s smart text input software recognizes 
—and responds to — all of those issues. It broadens electronic communications in Greater China 
and beyond. And it does so in a way that helps to preserve language and culture by making the 
technology work for the language, rather than forcing the language to fit the tool. 


In the simplest terms, Zi’s smart text input remembers words and phrases that a user inputs — 
and anticipates what will likely follow. This narrows the field of choice and simplifies the text- 
input process. By creating applications that work on everything from mobile phones to desktop 
computers, Zi meets the technical challenge and provides people with access to technology that 


is consistent with their language and culture. 


LANGUAGE PROCESSING AND SMART TEXT INPUT 


Language processing deals with the structure and syntax of language in the context of electronic 
devices. Zi’s technology focus is text language processing. The foundation of text language processing 
is text input. When text is input in a manner that is consistent with the nature and structure of 
the language, people using an electronic device work with text the way their language works. A 


set of Zi linguistic databases enables the smart or predictive text input process for world languages. 


Since Zi smart text input requires only a small number of physical or “virtual” keys, it can work 


on a variety of consumer devices: 


* the keypad on a mobile phone; 
* the keypad on a remote control for a TV set top box; 
* the touch screen virtual keypad on a handheld computer; and 


¢ the home row on a standard computer keyboard. 


Zi smart text input is a mass-market solution for consumer devices and can enable information 


and Internet appliances such as: 


¢ mobile phones (cell phones) * educational toys and game consoles 
¢ TV set top boxes * personal computers (PCs) 

° display phones ¢ handheld computers (PDAs) 

* two-way pagers * network computers 

* public access kiosks * servers for networks 


A cornerstone of Zi’s corporate strategy is ubiquity — language processing everywhere and anywhere. 


Language processing applies everywhere and anywhere that technology needs to connect to language. 


AN APPLICATION SHOWCASE 


Z| INPUT FOR HANDHELD CONSUMER DEVICES 
Zi Input for handheld consumer devices is a smart input system that is comprehensive, simple 
to learn and easy to use. Zi Input enables text input into applications such as Phonebook and 
Short Messaging on a mobile phone or email and e-commerce on Internet appliances such as a 


TV set top box with a handheld remote control. 


ZI 8 INPUT FOR PCs 
Zi 8 Input for PCs is a stroke and component based input system that is comprehensive, simple 
to learn and easy to use. Zi 8 Input follows the same stroke order that people learn in school to 
write characters. It requires minimal training and allows people to type Chinese as they write it. 


As a complete solution for Chinese text input, Zi 8 Input also supports phonetic input systems. 


ZI MAIL 
Zi Mail is an award-winning email product that allows people to send and receive messages over 
the Internet in Simplified Chinese, Traditional Chinese, and English. Zi Mail incorporates basic 


language processing through Zi 8 Input, the input system that is simple to learn and easy to use. 


FUTURE APPLICATIONS 
To showcase the language processing technology, Zi can develop software applications for specific 
consumer and electronic devices. As we continue to work with our strategic partners, we look 


for opportunities to bring language processing based applications to their customers worldwide. 


Meeting China’s Needs 


The foundation for Zi Technology is a Chinese language text input system that allows a person to type 


the way they write. Each Chinese character is written as a series of “strokes” People learn the correct 


series of strokes for each character in school. 


ONE CANNOT UNDERSTAND UNTIL ONE LISTENS 


In a marketplace of 1.2 billion people, Zi is the first developer of Chinese character input systems 
to receive official government certification. We have worked as partners with people in China, 
listening closely — and this has allowed us to understand an incredibly subtle, complex, sophisticated 


language system. 


The Chinese language uses thousands of characters based on complicated stroke sequences. By 

listening, Zi has been able to create an intuitive technology that fits the language, rather than 

forcing the language to fit the technology. And as a result, our language-processing architecture 
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is so comprehensive, so robust, that it can be applied easily to many other world languages. 


A journey begins with a single step. Communication begins with a single keystroke. 


Zi Input enables smart text input Zi Input enables smart text input 
for applications such as Phonebook for Internet and office applications 


and Short Messaging. such as email, Web browsing, word 


rocessing and desktop publishing. 
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Since the writing of Chinese characters works across dialects, the simplicity of strokes combined with 


the power of components provides a mass-market solution for consumer devices such as mobile phones, 


TV set top boxes and other information appliances. 


GOVERNMENT ENDORSEMENTS 


The writing of Chinese characters is an important aspect of the culture and heritage of China. 
The Government recognizes the importance of modern information technology to economic 
progress, but it also wants to preserve and develop its culture and heritage. In this light, Zi has 


received endorsement from two government agencies. 


The Certification from the State Language Commission (“SLC”) dated January 5, 1998, includes 


the following selected quotations: 


¢ “stroke orders in the Zi Chinese system conform to the [national] standard”; and 


¢ “components in the Zi Chinese system conform to the [national] standard”. 


Zi Input enables smart text input ‘ Zi Input enables smart text input 
for applications such as email, for applications such as Phonebook, 


Web browsing and e-commerce email and Web browsing either in 


from home. the home or office. 


The Zi 8 Input system is the first input system to conform to this new standard. A review dated 
March 22, 1998 by the Henan Province Computer Education and Research Association includes 


the following selected quotations: 


e “...Zi Input system is thus beneficial to computer education and computer adoption...”; and 


e “_. strongly suggests and recommends the use of Zi Input system...”. 


As part of an ongoing dialogue with the highest levels of government, Zi has received the recognition 


that Zi 8 Input: 


* preserves the heritage of writing characters; 

¢ enables the adoption and use of technology in support of the National Electronic Information 
Technology Initiative; and 

* supports education initiatives by enabling the development of computer literacy programs for 


young and old. 


Z| INSIDE CHINA 


Zi has a management and product development team living and working inside China. From offices 


in Beijing and Hong Kong, the Zi team works with customers, strategic partners and government. 


The most significant aspect of the growth of the Zi team in China has been in the field of software 
engineering to support product development. We have been successful in attracting talented 


professionals from major universities throughout China. The new members of the team are 


experienced developers who enhance our ability to develop and support our technology. 


Meeting Global Needs 


WORLD LANGUAGES 


The lessons we learned and the tools we forged in China have given Zi a distinct advantage in 
the world marketplace. Language-processing technology is complex; creating a simple, intuitive 
input system even more so. By meeting the greatest challenge first — mastering the stroke-based 
Chinese language — Zi has been able to create a robust tool that can be applied across a broad 


spectrum of languages and devices. 


The underlying architecture and design is language independent. For any particular 
implementation, language support is driven by the user interface and the linguistic data. Initially, 
Zi developed its language processing technology to support Chinese Character-based languages 
such as Chinese, Japanese and Korean. However, the approach works for other languages too. 
The following table shows the correlation between elements of Chinese text (strokes, components 
and characters) and Latin alphabet text (letters, syllables, words) used by European languages such 


as English, French, German, etc. 


When you press the keys on a device such as a mobile phone, the linguistic data (frequency of 
use, word association and dictionaries) provide the basis for displaying text candidates. The linguistic 
data are the basis for the “smart” in Zi smart text input. If your language mode is Chinese, the 
candidates are Chinese characters or components. If your language mode is English, the candidates 
are words. If a particular device has sufficient memory, more than one language could be used 


on the same device. 


STRATEGIC PARTNERSHIPS FOR GLOBAL DISTRIBUTION 


Zi is ready and able to work with current and future strategic partners to implement Zi Technology 
and/or develop applications for devices such as mobile phones, handheld computers, T'V set top 
boxes, two-way pagers, and PCs. From a technical, project and commercial perspective, we can 
meet the needs of strategic partners who intend to integrate Zi Technology into their products 


for global distribution. 
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OPERATIONS REVIEW 


SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS 

Certain statements in this “Management’s Discussion and Analysis — Operations Review” and 
“Management's Discussion and Analysis — Financial Review” constitute “forward-looking statements” 
within the-meaning of the Private Securities Legislation Reform Act of 1995. Such forward-looking 
statements involve known and unknown risks, uncertainties and other factors that may cause the actual 
results, performance or achievements of the Company, or industry or market results, expressed or implied, 
to be materially different from any future results, performance, or achievements expressed or implied 
by such forward-looking statements. Such forward-looking statements herein are denoted and preceded 
as follows: “—=>’The “Management's Discussion and Analysis” is to be read in conjunction with the 
Company’s audited financial statements for the years ended December 31, 1998, 1997 and 1996, and the 
Company's Form 20-F for the year ended December 31, 1998 filed with the US Securities and Exchange 


Commission and the Ontario and Alberta Securities Commissions. 


DEVELOPMENT 


During 1998, Zi Corporation focused on the following development activities: 


¢ The system development kit that allows third parties to integrate Zi Input with their products 
was updated to include the capability to support smart text input for word languages. This kit 
is not generally distributed as it is intended for use only by certain licensee’s of Zi Technology. 

¢ The process to collect and organize the linguistic data necessary to support smart text input of 
Latin alphabet languages was initiated for a number of European languages including English, 
French, Spanish, Italian and German. 

¢ The Zi 8 Input software product for Chinese smart text input on PCs was upgraded to incorporate 


a number of features that simplify the input of commonly used words and phrases. 


The Company acquired the rights to and ownership of the character-based language technology 
underlying three separate license agreements (known as the “Jiejing Licenses”) of which the 


Company has been the exclusive worldwide licensee since November 1993. 


Consideration given by the Company for acquiring the rights to and ownership of the technology 
underlying the Jiejing Licenses was the accelerated release of 4,525,000 common shares of the 
Company previously issued and held in escrow. In November of 1993, in partial consideration 
for the Jiejing Licenses, the Company issued 5,000,000 common shares, which were placed in 
escrow, subject to certain performance criteria for release. In return for the accelerated release of 


4,525,000 of these common shares from escrow, the owners and licensors of the technology have: 


* assigned all rights to and ownership of such technology, subject to the exclusion outlined below; 

* agreed to the cancellation of 475,000 common shares of the Company previously issued and 
outstanding under the escrow terms and conditions; 

* forgiven US$825,000 in license fees due and payable at December 31, 1997; and 

* cancelled the Jiejing Licenses, thus eliminating cumulative US$22,500,000 in future annual 


license fees. 
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This acquisition is subject to one exclusion that had been in effect since the original license 
agreements were entered into. This exclusion applies to use of the “Jiejing Input System” in a 
proprietary-language teaching method used only to teach Mandarin Chinese. > The Company's 
management does not believe that this exclusion has been a limiting factor in the Company's 


ability to conduct its business operation in the past, nor is it expected to be so in the future. 


MARKETING AND SALES HIGHLIGHTS 

¢In January 1998, the Company received a letter of certification from the State Language 
Commission of China. This letter certifies that the Zi 8 Input system conforms to the national 
standard for Chinese character stroke order and components. Receipt of this certification has 
been and will continue to be beneficial to the Company when negotiating licensing agreements 
with both international manufacturers and domestic Chinese companies. 

¢ In February 1998, the Company entered into a licensing agreement with Ericsson Mobile 
Communications AB (“Ericsson”) to develop and integrate Zi Input technology into Ericsson 
products. In March 1999, Ericsson announced the T18sc and A1018sc mobile phones, which 
support Chinese Input Technology. The Company anticipates a continuing business relationship 
with the Ericsson Group as they place more emphasis on the Chinese market. 

¢ In December 1998, the Company entered into a licensing agreement with Network Computer 
Inc. (“NCI”) to provide Zi 8 Input software for integration with NCI’s TV Navigator software. 
TV Navigator provides a broadly accessible Internet software suite to access news, information, 
electronic mail and other services from a range of TV-centric devices. The Company is pleased 


to be playing an integral role in the expanding set top box market in China. 


FINANCIAL REVIEW 


This discussion and analysis of financial condition and results of operations for the three years 
ended December 31 1998, 1997 and 1996 should be read in conjunction with the consolidated 
financial statements and related notes in this Annual Report. The effects on net loss arising from 
differences in generally accepted accounting principles between Canada and the United States 


are outlined in Note 13 to the consolidated financial statements. 


RESULTS OF OPERATIONS 
For the year ended December 31, 1998, the loss from continuing operations is $2.3 million 
compared with an operating loss of $12.6 million in 1997 and $9.5 million in 1996. The loss 
in 1998 was 82% lower than the previous year. The contributors to this significant reduction 
were a 24% increase in revenues and a 71% decrease in operating costs and expenses. Cost reductions 
related primarily to lower personnel costs, reduced legal fees and the reversal of a previously recorded 


technology licensing fee. 


The Company operated at a loss throughout 1997. Decreased revenue, a provision for a legal 
judgement against the Company, and increased costs for marketing, product promotion and 


personnel and bad debt expenses contributed to the increased loss in 1997 compared to 1996. 


In 1996, the Company increased its focus and investment in software operations. The Company 
operated at a loss throughout the year as marketing, personnel and software product development 
costs increased. The Company added personnel and opened new offices. The Company also 
acquired a consulting and software development company, which added personnel costs and 


consulting revenue. During 1996, the Company reduced its translation operations. 


OPERATIONS REVENUE 


Operations revenue by type and geographic segment is as follows: 


EIGENSIE (FEES SOFTWARE CONSULTING TOTAL 

1998 North America $ 1,409,008 $ 2,526 $ 169,186 $ 1,580,720 
China - 20,070 20,412 40,482 

Total $ 1,409,008 $ 22,596 189,598 $ 1,621,202 

1997. North America $ = $ 6,451 $ 208,273 $ 214,724 
China - 789,571 306,678 1,096,249 

Total $ ~ $ 796,022 $ 514,951 $ 1,310,973 

1996 North America $ - $ 5,714 $ 286,084 $ 291,798 
China - 1,067,809 324,820 1,392,629 

Total $ - $ 1,073,523 $ 610,904 $ 1,684,427 


The 24% increase in 1998 revenue over the prior year is substantially attributable to the Company's 
licensing agreement with Ericsson Mobile Communications. Revenue from software sales were 
lower reflecting the shift from a low margin product to a focus on licensing of the Company's 


technology to original equipment manufacturers. 


Revenues decreased 22% in 1997 compared to 1996. Nineteen ninety-six software revenues included 
a US$500,000 one-time amount related to a specific contract. Consulting revenue decreased due 
to lower translation revenue as the Company decreased its focus on this service, and reduced North 
American consulting revenue as the Solutions Source consulting division, acquired in 1996, was 
discontinued in the second quarter of 1997. Partially offsetting these decreases was revenue from 
Asia Pacific Internet Web page development services, which commenced during the second quarter 
of 1997. Revenue specific to the Solutions Source consulting division was $139,505 in 1997 (1996 
— $273,541). In February 1998, the Company ceased providing translation and Internet Web 
page development services as these had been operating at approximately breakeven throughout 
1997 and were not considered strategic. Revenue specific to such services was $311,502 in 1997 


(1996 — $337,363). 


OPERATING COSTS AND EXPENSES 


1998 OPERATING COSTS 
Total operating costs were $2.6 million, a decrease of 76% from $10.9 million in 1997. During 


the year, costs were reduced in the following areas: 


* personnel costs decreased by $2.1 million as the Company had discontinued its web site design 
and translation services late in 1997 and restructured its management group. As well, more costs 
were attributed to deferred development costs; 
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¢ the Company reduced its space requirements in the Hong Kong and San Francisco offices; 

* technology licensing costs of $1.1 million, which had been recorded in 1997 were forgiven in 
1998 when the Company acquired the rights to and ownership of the Jiejing Licenses. The cost 
was reversed in the 1998 accounts; and 


* in 1998 the Company did not record any bad debts compared to $0.8 million in 1997. 


1997 OPERATING COSTS 

Total operating costs were $10.9 million, an increase of 36% from $8.0 million in 1996. Costs 
increased as the Company invested in marketing expenditures and product promotion for its 
distribution channels, increased expenditures were made in research and development, the Company 
added personnel, and a provision was made for a significant uncollectible account receivable. The 


primary cost increases in 1997 are as follows: 


* increased personnel costs as the Company added sales and software development professionals; 

* increased marketing costs including increased software production materials, marketing consulting 
expenses, travel expenditures and software distribution costs; 

¢ $0.8 million related to product promotion costs. In 1997, the Company supported certain 
distributors of the Company’s products with product promotion funding as these companies 
organized various marketing programs for the promotion of Zi Mail throughout China, the 
Asia Pacific Region and the North American Asian community; 

¢ bad debt provision of $0.7 million related to an amount due from Tengtu International Corp., 
which is considered to be uncollectible; and 


* increased technology licensing costs. 


During the second and third quarters of 1997, the Company reduced the number of personnel 
in both its Calgary and San Francisco operations. Costs for the San Francisco office included in 
1997 operating costs were approximately $1.2 million (1996 — approximately $1.0 million). The 
Calgary office ceased providing its Solutions Source division consulting services. Costs specific 
to this consulting service included in 1997 operating costs were approximately $0.3 million (1996 
— approximately $1.0 million). > Annual cost savings as a consequence of these reductions in 


the San Francisco and Calgary offices are anticipated to be approximately $1.2 million. 


During 1997, the Company deferred development costs totalling $348,963 related to the 
development of Zi 8 Input. These costs are to be amortized over a three-year period commencing 


in December 1997. 


GENERAL AND ADMINISTRATIVE COSTS 

General and administrative costs amounted to $0.9 million in 1998, which represents a decrease 
of $1.8 million or 67% from 1997 costs. The reduction is primarily due to reduced legal costs. 
In 1997, a provision of $468,770 was made relating to a Notice of Appeal which was ultimately 
settled in favour of the Company. Accordingly, the provision was reversed in 1998. In addition, 
head office salaries were lower by $340,000 in 1998. 


General and administrative costs were $2.7 million in 1997, an increase of 42% over costs of 
$1.9 million in 1996. The increase is primarily attributable to increased personnel costs, professional 


fees and a provision of $486,770 for a legal judgement received against the Company. 


DEPRECIATION AND AMORTIZATION 
Depreciation and amortization totalled $0.6 million compared to $0.4 million in 1997. The increase 


is attributable to the amortization of deferred development costs. 


Depreciation and amortization expense in 1997 decreased 75% to $0.4 million compared to 
$1.6 million in 1996. Nineteen ninety-seven depreciation and amortization expense did not include 
any goodwill or license cost amortization as these intangible assets were fully amortized in 1996. 
Included in 1996 depreciation and amortization costs was $1.2 million of amortization expense 


related to goodwill and license costs. 


INTEREST AND OTHER INCOME 
The increase of $46,000 over 1997 reflects the gain arising from the cancellation of shares relating 


to acquisition of the Jiejing Licenses referred to above. 


Interest and other income in 1997 of $149,645 (1996 — $338,665) decreased as interest income 


was lower due to less funds available for investment in the year. 


INTEREST EXPENSE 
In 1998, the Company recorded interest expense of $33,753, which represents interest on 
convertible notes issued during the year. There was no interest expense in 1997, as the Company 


had no debt outstanding during the year compared to interest expense of $11,600 in 1996. 


INCOME TAX RECOVERY 
As an international company subject to income tax rates in different countries, the Company’s 
consolidated effective tax rate is the result of a blend of pre-tax profits and losses in different tax 
jurisdictions. Fluctuations in the tax rate occur as the blend changes and prior years’ tax losses 
can be used. In 1998, 1997 and 1996, the Company realized losses for tax purposes, the benefit 
of which has not been reflected in these financial statements. > The Company has tax loss carry 


forwards of approximately $21.6 million which can be applied against future years’ taxable income. 


Profits earned by the Company’s foreign subsidiaries are subject to the Canadian foreign affiliate 
rules. For Canadian companies, there is no additional Canadian income tax on repatriated profits 
from active business operations in countries with which Canada has a tax treaty. > In contrast, 
US companies are taxed in the US on all repatriated active business profits and are only allowed 


a credit for taxes paid in foreign jurisdictions. 


DISCONTINUED TELECOMMUNICATIONS OPERATIONS 
The Company disposed of its telecommunications operations as it sold all of the shares of its 
wholly-owned subsidiary Miami International Gateway, Inc. (“MIG”) to a private Florida-based 
telecommunications company (the “Purchaser”) pursuant to a Sale and Purchase Agreement dated 


March 7, 1997. This business was no longer considered strategic to the Company’s future. 
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The Purchaser acquired all of the outstanding shares of MIG for consideration of US$1.5 million, 
assumption of all assets and liabilities and contingent cash consideration of US$1.0 million. The 
US$1.5 million is to be paid pursuant to a four-year, seven percent per annum Promissory Note. 
The Purchaser may discharge its obligations under the Promissory Note by paying US$150,000 
within 90 days or by paying US$200,000 within 180 days, or by paying US$250,000 within 
365 days. The contingent consideration of US$1.0 million is payable on March 7, 1999, if the 
telecommunications business acquired by the Purchaser achieves cumulative gross revenues of 
US$24.0 million for the 18-month period March 7, 1997 through September 7, 1998. To the 
best of the Company’s knowledge, MIG has ceased all forms of operations and is insolvent. > 
The Company will not collect any proceeds from the Promissory Note or the contingent 


consideration. The Company will account for consideration only if cash is received. 


The net loss in 1996 from the disposal of the telecommunications operations was $2,927,631 
(net of nil tax) which includes the loss from operations for the period January 1, 1997 to March 7, 
1997 of $1,832,303. The net loss from discontinued telecommunications operations for 1996 
was $8,495,451. 


The majority of revenues earned by the Company up to December 31, 1996 had been from the 
telecommunications business, though the telecommunications business had never been operated 
profitably. > In addition, there could be contingent liabilities as the Company has been named 
in a lawsuit with respect to the disposition of MIG and there is no assurance that the Company 
may not be named in additional legal actions arising from the operations or sale of the 


telecommunications business. 


FINANCIAL CONDITIONS AND LIQUIDITY 


CASH FLOW APPLIED TO OPERATIONS 
During 1998, the Company had negative cash flow from operations of $4.2 million compared 
to a negative cash flow of $11.9 million in 1997 and $11.8 million in 1996. 


1998 COMPARED TO 1997 


The reduction in cash flow applied to operations was largely due to: 


¢ $10.1 million reduction in operating costs and expenses; and 


¢ $2.6 million increase in non-cash working capital. 


1997 COMPARED TO 1996 


The change during 1997 was primarily due to: 


¢ $10.9 million in funds applied to operating costs; 

° $2.7 million in funds applied to general and administrative expenses; 

*° a net cash inflow of $1.5 million due to a decrease in non-cash working capital; and 

* cash outflows for discontinued telecommunications operations of $1.3 million. This outflow 
relates to the Company repaying a line of credit on behalf of MIG prior to the disposal of the 


telecommunications operations. 


FINANCING ACTIVITIES 


Cash was received or used by the Company for financing activities during 1998 and 1997 as follows: 


1998 
* $3.8 million from the issue of common shares pursuant to private placements and exercise of 
stock options; and 


¢ $0.5 million from the issue of convertible notes. 


1997 
* cash inflows of $6.1 million from issuance of common shares of the Company pursuant to private 


placements and exercise of stock options and common share purchase warrants. 


INVESTING ACTIVITIES 
Cash has been used or was received by the Company for investing activities during 1998 and 


1997 as follows: 


1998 
¢ the Company deferred $1.0 million of product development costs during the year; and 


* purchase of capital assets net of dispositions and capital lease obligations amounted to $69,505. 


1997 

* cash outflows to purchase capital assets of $0.3 million to meet ongoing requirements. Cash 
outflows of $26,092 related to payments on capital lease obligations; 

* acquisition of a patent for $468,000. This patent was an existing United States patent dealing 
with the input of ideographic characters. > Management believes this patent’s broad scope makes 
it an excellent addition to the Company’s intellectual property portfolio; and 


* the Company deferred $0.4 million of costs during 1997 related to product development. 


CASH REQUIREMENTS OUTLOOK 
The Company has had negative cash flow from operations for each of the last three years. The 
Company’s cash requirements over this period have been met through proceeds from issuance of 
common shares from private placements and exercise of common share purchase warrants and 
options, on the issuance of convertible notes and the disposal of capital assets of discontinued 


rental operations. 


The Company’s net cash position at the end of 1998 is $1.0 million. > Until revenue from 


operations increases, cash flow is expected to be negative. 


The Company believes that cash requirements for 1999 will be funded by a combination of revenues 
pursuant to licensing and consulting agreements and private placement offerings of common shares. 


In April 1999, the Company closed private placements which raised $3.7 million. 


Capital expenditures in 1999 are expected to be approximately $100,000. 
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IMPACT OF INFLATION AND CHANGING PRICES 


> Inflation is not considered by management to be a major factor affecting continuing operations. 


YEAR 2000 ISSUE 
Many computer systems currently record years in a two-digit format. Such computer systems will 


be unable to properly interpret dates beyond the year 1999, which could lead to business disruptions 
(the “Year 2000 Issue”). 


> The Year 2000 Issue is not considered by management to be material to the Company for 
either its internal systems or software products and that related costs will not materially affect 
the financial position or operating results of the Company. However, there can be no assurances 
that the systems of other companies on which the Company’s software products and internal 
computer systems rely, will be converted in a timely fashion, or a conversion that is incompatible 
with the Company’s software products or internal computer systems, would not have a material 


adverse effect on the Company. 


All of the Company’s internal management information systems and related hardware are now 
Y2K compliant. The accounting software used in each of the offices has been upgraded and is 
now compliant. By mid-year 1999, the Company will have completed its testing on stand-alone 
hardware and software to ensure its compliance. The costs to carry out this testing will be minimal 


as we have fully-qualified staff on site to perform these functions. 


FOREIGN CURRENCY 
The foreign operations of the Company are translated into Canadian dollars for financial statement 
presentation. > Consequently, movements in exchange rates may have a significant impact on 


financial results. 


In the last three years the Company’s revenues were primarily from non-Canadian denominated 
currency with revenue denominated in Hong Kong and United States dollars. The Company's 


expenses are predominately denominated in Hong Kong and Canadian dollars. 


> Based on the 1998 distribution of revenues and cash flows, a one cent change in the exchange 
rate between the Canadian and the US dollar or Hong Kong dollar, is estimated to affect the 


Company’s financial results as follows: 


(THOUSANDS OF CANADIAN DOLLARS) REVENUE CASH FLOW 
US Dollar $ 23 $ 5 
Hong Kong Dollar $ 2 $ 14 


The accompanying consolidated financial statements have been prepared by management and 
approved by the Board of Directors of Zi Corporation. Management is responsible for the 
information and representations contained in these financial statements and other sections of this 
Annual Report. The financial statements have been prepared in accordance with accounting 
principles generally accepted in Canada. In preparing these consolidated financial statements, 
management selects appropriate accounting policies and uses its judgment and best estimates to 
report events and transactions as they occur. Management has determined such amounts on a 
reasonable basis in order to ensure that the consolidated financial statements are presented fairly, 
in all material respects. Financial data included throughout this Annual Report is prepared on a 


basis consistent with that of the consolidated financial statements. 


To assist management in discharging these responsibilities, the Company maintains a system of 
internal controls which are designed to provide reasonable assurance that its assets are safeguarded; 
that transactions are executed in accordance with management’s authorization; and that the financial 


records form a reliable base for the preparation of accurate and timely financial information. 


The external auditors conduct an independent audit of the consolidated financial statements in 
accordance with generally accepted auditing standards in order to express their opinion on these 
financial statements. Those standards require that the external auditors plan and perform the audit 
to obtain reasonable assurance about whether the consolidated financial statements are free of 


material misstatement. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities 
for financial reporting and internal control. The Board exercises this responsibility through the 
Audit Committee. This Committee meets with management and the external auditors to satisfy 
itself that management's responsibilities are properly discharged and to review the consolidated 


financial statements before they are presented to the Board of Directors for approval. 


Michael E. Lobsinger Rodney D. Mitton, C.A. 


Chairman & Chief Executive Officer Chief Financial Officer 


March 19, 1999 
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TO THE SHAREHOLDERS OF ZI CORPORATION 


We have audited the consolidated balance sheets of Zi Corporation as at December 31, 1998, 
1997 and 1996 and the consolidated statements of loss and deficit and changes in cash position 
for the years then ended. These consolidated financial statements are the responsibility of the 
Company's management. Our responsibility is to express an opinion on these consolidated financial 


statements based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards in Canada. 
Those standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a test 
basis, evidence supporting the amounts of disclosures in the financial statements. An audit also 
includes assessing the accounting principles used and significant estimates made by management, 


as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the 
financial position of the Company as at December 31, 1998, 1997 and 1996 and the results of 
its operations and the changes in its financial position for the years then ended in accordance 


with generally accepted accounting principles. 


— 


De « J omchy Le 


Chartered Accountants 


Calgary, Alberta 
March 19, 1999 


AS AT DECEMBER 31 


Assets 
Current Assets 
Cash 
Accounts receivable 
Prepayments and deposits 
Assets relating to discontinued telecommunications 


operations (Note 8) 


Capital assets — net (Note 3) 
Intangible assets — net (Note 4) 


Liabilities 
Current Liabilities 
Accounts payable and accrued liabilities 
License fees payable (Note 6) 
Current portion of capital lease obligation 
Liabilities relating to discontinued telecommunications 


operations (Note 8) 


Convertible notes payable (Note 5) 


Capital lease obligation 


Shareholders’ Equity 
Share capital (Note 6) 
Deficit 


Approved by the Board: 


Me 


Michael E. Lobsinger 


Director 


1998 


$ 1,049,847 
598,291 
132,179 


1,780,317 
500,958 
1,476,760 

$ 3,758,035 


634,161 
500,000 


1,134,161 


17,475,274 
(14,851,400) 

2,623,874 

$ 3,758,035 


19:7; 1996 

$ 2,154,253 $ 8,985,338 
172,412 1,413,028 
378,817 61,105 

= 3,666,726 

2,705,482 1,412,197 
705,168 827,933 
807,270 - 

$ 4,217,920 $ 14,954,130 
$ 1,870,016 $ 1,574,435 
1,180,616 717,052 
11,275 26,252 

- 5,041,698 

3,061,907 7,359,437 

= 11,115 

3,061,907 7,370,552 
13,725,030 40,933,033 
(12,569,017) (33,349,455) 
1,156,013 7,583,578 

$ 4,217,920 $ 14,954,130 


Derrick R. Armstrong 


Director 


a 
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YEAR ENDED DECEMBER 31 


Revenue 

Operating Costs and Expenses 
Operating costs 
General and administrative 


Depreciation and amortization 


Operating loss from continuing operations before the undernoted 
Interest and other income 
Interest expense 

Loss before discontinued operations 

Discontinued telecommunications operations 

Discontinued rental operations 

Net Loss 

Deficit, beginning of year 

Reduction of stated capital (Note 6) 


Deficit, end of year 


Loss per share before discontinued operations 


Loss per share 


Weighted average common shares outstanding 
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1998 1997 1996 

$ 1,621,202 $ 1,310,973 $ 1,684,427 
2,577,587 10,925,195 7,970,228 
889,599 2,684,900 1,879,225 
598,230 419,540 1,621,694 
4,065,416 14,029,635 11,471,147 
(2,444,214) (12,718,662) (9,786,720) 
195,584 149,645 338,655 
(33,753) = (11,600) 
(2,282,383) (12,569,017) (9,459,665) 
= = (11,423,082) 

oe = 130,635 
(2,282,383) (12,569,017) (20,752,172) 
(12,569,017) (33,349,455) (12,597,343) 


$ (14,851,400) 


$ (0.081) 
$ (0.081) 
28, 175,696 


33,349,455 - 
$ (12,569,017) $ (33,349,455) 
$ (0.474) $ (0.392) 
$ (0.474) $ (0.859) 


26,533,248 24,165,759 


YEAR ENDED DECEMBER 31 


NET INFLOW (OUTFLOW) OF CASH 
RELATED TO THE FOLLOWING ACTIVITIES: 


Operating Activities 
Loss before discontinued operations 
Add items not affecting cash: 
Loss on sales of capital assets 
Depreciation and amortization 
Funds applied to operations before discontinued operations 
Decrease (increase) in non-cash working capital excluding 
discontinued operations 
Cash flow applied to operations before discontinued operations 
Cash flow applied to discontinued telecommunications operations 
Cash flow applied to discontinued rental operations 


Cash flow applied to operations 


Financing Activities 
Proceeds from issuance of common shares 
Cancellation of common shares 
Financing fees 
Issuance of common shares on note conversion 
Repayment and conversion of convertible notes 


Proceeds from issuance of convertible notes 


Investing Activities 
Purchase of capital assets 
Purchase of intangible assets 
Proceeds from capital dispositions 
Payment of capital lease obligation related to capital assets 
Deferred development costs 
Acquisition of subsidiary net of cash acquired 
Cash flow applied to discontinued telecommunications operations 


Cash flow from discontinued rental operations 


Net Cash Inflow (Outflow) 
Cash, beginning of year 
Cash, end of year 


1998 


$ (2,282,383) 


HOOH7: 


$ (12,569,017) 


1996 


$ (9,459,665) 


41,764 ae i 
598,230 419,540 1,621,694 
(1,642,389) (12,149,477) (7,837,971) 
(2,597,042) 1,545,056 (623,855) 
(4,239,431) (10,604,421) (8,461,826) 
- (1,260,960) (3,318,489) 

- - (18,368) 
(4,239,431) (11,865,381) (11,798,683) 
3,797,744 6,141,452 20,511,454 
(47,500) - = 

Be eB (324,018) 

- = 350,000 

- = (350,000) 

500,000 - ~ 
4,250,244 6,141,452 20,187,436 
(78,818) (264,101) (782,859) 

= (468,000) - 

19,257 = = 
(9,944) (26,092) (31,132) 
(1,045,714) (348,963) - 
- - (165,420) 
- - (1,020,987) 

- = 500,000 
(1,115,219) (1,107,156) (1,500,398) 
(1,104,406) (6,831,085) 6,888,355 
2,154,253 8,985,338 2,096,983 
$ 1,049,847 $ 2,154,253 $ 8,985,338 


23 


FOR THE YEARS ENDED DECEMBER 31, 1998, 1997 and 1996 


1. SIGNIFICANT ACCOUNTING POLICIES 


The accompanying consolidated financial statements are prepared using the historical cost basis in accordance with accounting principles generally 


accepted in Canada, which conform in all material respects with those in the United States, except as disclosed in Note 13. 


PRINCIPLES OF CONSOLIDATION 
These consolidated financial statements include the accounts of Zi Corporation (the “Company”) and its wholly-owned subsidiaries. All material 


inter-company transactions have been eliminated. 


FOREIGN CURRENCY TRANSLATION 

The accounts of the Company’s integrated operations in foreign subsidiaries are translated into Canadian dollars using the temporal method whereby 
monetary items are translated at the rate of exchange in effect at the balance sheet date and non-monetary items are translated at applicable historical 
rates. Revenue and expense items are translated at the exchange rate in effect when each of the items is recognized. Depreciation and amortization 


are translated at the exchange rate used for those assets giving rise to the depreciation or amortization. 


MEASUREMENT UNCERTAINTY 

The amounts recorded for allowance for doubtful accounts, amortization period of intangible assets, amortization period of deferred costs, estimated 
useful life of capital assets, provisions for contingent liabilities and revenue for translation and consulting services using the percentage-of-completion 
method are based on management’s best estimates. By their nature, these estimates are subject to measurement uncertainty and the effect on the 


financial statements of changes in estimates in future periods could be significant. 


CAPITAL ASSETS 
The Company records capital assets at cost and provides for depreciation using the declining-balance method at a rate of 30% for computer and 


office equipment. Leasehold improvements are recorded at cost and amortized over the remaining term of the lease. 


The net cost of assets retired or otherwise disposed of and the related accumulated allowance for-depreciation are eliminated from the accounts in 


the year of disposal and the resultant gain or loss is included in income at that time. 


INTANGIBLE ASSETS 


The Company records intangible assets at cost and provides for amortization using the straight-line method over the following periods: 


License agreements 3 years 


Patent acquired 11 years 


The Company periodically reviews the carrying value of its intangible assets wherever events or changes in circumstances indicate that the carrying 
value may not be recoverable. To the extent the estimated future cash inflows from such assets less estimated future cash outflows is less than the 


carrying amount, an impairment loss is recognized. 


Effective January 1, 1996, the Company changed the estimated length of time that future benefits will be obtainable from the use of the license 


agreements. Accordingly, the period of amortization was changed from 10 to 3 years. 
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REVENUE RECOGNITION 
Translation services revenue and revenue from consulting services are recognized using the percentage-of-completion method, whereby revenue is 
recorded at the estimated realizable value of work completed to date. Amounts received in advance are recorded as deferred revenue. Estimated 


losses on contracts are recognized when they become known. 
Revenue from packaged software product sales is recognized when such software is shipped and accepted by the customer. 


Revenue from and related to contractual software product sales is recognized upon the fulfillment of all significant obligations under the terms of 


such contracts. 


RESEARCH AND DEVELOPMENT EXPENDITURES 
Research costs are expensed as incurred. Development costs incurred prior to the establishment of the technological and financial feasibility of a 
project are expensed as incurred. Software development costs are capitalized when the technological and financial feasibility of a project is established. 


These costs are subsequently amortized using the straight-line method over the related product’s estimated economic life. 


INCOME TAXES 
The Company accounts for income taxes using the deferral method of income tax allocation. Deferred income taxes result from claiming deductions 


for income tax purposes in amounts which differ from those charged in the financial statement accounts. 


LEASES 
Leases are classified as capital or operating leases. A lease that transfers substantially all the benefits and risks incidental to ownership is classified as 
a capital lease. At inception, a capital lease is recorded as if it were an acquisition of an asset and the incurrence of an obligation. Assets recorded 


as capital leases are amortized on a basis consistent with that of accounting for capital assets. 


LOSS PER COMMON SHARE 
Loss per common share is calculated using the weighted average number of common shares outstanding during the respective fiscal years. Fully 


diluted loss per share is not presented because the effect of exercising stock options, warrants and convertible notes is anti-dilutive. 


FINANCIAL INSTRUMENTS 
Accounts receivable, accounts payable, capital lease obligation, and convertible notes payable constitute financial instruments. The carrying value 


of these financial instruments approximate their fair value given the relatively short periods to maturity. 


The Company is exposed to the risks arising from fluctuations in foreign exchange rates, and the volatility of those rates. The Company does not 


use derivative instruments to reduce its exposure to foreign currency exchange risk. 
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2. ACQUISITIONS 


All acquisitions have been accounted for using the purchase method with results from operations included in these financial statements from the 


date of acquisition. 


1996 ACQUISITION - SOLUTIONS SOURCE INC. 

On June 1, 1996, the Company acquired all the outstanding shares of Solution Source Inc., an internet software development and consulting company, 
in exchange for assuming the net liabilities, giving nominal cash consideration of two dollars and contingent cash consideration of $186,666. 
The contingent cash consideration was payable dependent upon revenue targets specific to the business, which have not been met. The goodwill 


of $426,266 was written off in 1996 and is included in depreciation and amortization expense of $1,621,694. 


Net assets acquired 


Cash $ 21,248 
Non-cash working capital * 86,245 
Capital assets 88,541 
Goodwill 426,266 
622,300 

Less current liabilities assumed 435,632 
$ 186,668 


3. CAPITAL ASSETS 


ACCUMULATED NET BOOK VALUE 
cost DEPRECIATION gegen 490 
Computer and office equipment $ 1,109,768 $ 689,277 $ 420,491 $ 609,803 $ 717,900 
Leasehold improvements 220,216 139,749 80,467 95,365 110,033 
$ 1,329,984 $ 829,026 $ 500,958 $ 705,168 $ 827,933 


Included in computer and office equipment are assets under capital lease totalling $60,781 (1997 — $68,500 and 1996 — $68,500) and accumulated 
depreciation of $47,840 (1997 — $43,529 and 1996 — $31,133). Future minimum lease payments related to the capital lease obligation for 1999 
are $1,331. 


4. INTANGIBLE ASSETS 


ACCUMULATED NET BOOK VALUE 
COST AMORTIZATION 1998 1997 1996 
Patent $ 468,000 $ 42,545 $ 425,455 $ 468,000 $ = 
License agreements 1,031,134 1,031,134 - - - 
Deferred development costs 1,394,674 343,369 1,051,305 339,270 - 
$ 2,893,808 $ 1,417,048 $ 1,476,760 $ 807,270 $ = 


During 1998, $1,045,714 of software development costs were capitalized and are being amortized using the straight-line method over the remaining 
life of the license agreement with Ericsson Mobile Communications AB (the “Ericsson contract”). $333,676 of amortized software development 


costs are included in 1998 depreciation and amortization (1997 — $9,690; 1996 — nil). 
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5. CONVERTIBLE NOTES PAYABLE 


On March 5, 1998, the Company received $500,000 through the issuance of convertible notes. The notes, which bear interest at 8% per annum, 
are due on March 4, 2000 and are convertible at the option of the holder into common shares at $3.75 per share. $400,000 of such notes are 


secured by certain accounts receivable of the Company. Interest on convertible notes in 1998 was $33,753. 


The convertible notes payable were issued at-an interest rate which was not materially different than that of an instrument that did not have a 
convertible feature. As such, the equity component of the instrument is not material and the entire $500,000 have been reflected as a liability on 


the consolidated balance sheet. 


6. SHARE CAPITAL 


NUMBER 
OF SHARES AMOUNT 
Authorized: 
Unlimited number of common shares 
Unlimited number of Class A, 9% convertible, preferred shares 
Issued: Common shares 

Balance, December 31, 1995 21,889,401 $ 20,395,597 
Issued on exercise of stock options 673,000 2,430,000 
Issued on exercise of warrants 1,476,667 7,100,002 
Issued on conversion of notes payable 93,333 350,000 
Issued under private placements 1,592,900 10,657,434 
Balance, December 31, 1996 25,725,301 $ 40,933,033 
Issued on exercise of stock options 135,000 231,250 
Issued on exercise of warrants 83,334 375,003 
Issued under private placements 1,683,982 5,535,199 
Restatement* - (33,349,455) 
Balance, December 31, 1997 : 27,627,617 13,725,030 
Issued on exercise of stock options 345,200 959,955 
Issued under private placements 851,000 2,837,789 
Share cancellation** (475,000) (47,500) 
Balance, December 31, 1998 28,348,817 $ 17,475,274 


* Asa result of the passing of a special resolution by shareholders at the Annual General and Special Meeting held June 19, 1997, the stated capital of the Company was reduced 


by its December 31, 1996 deficit of $33,349,455. 


** In February 1998, the Company acquired the rights to and ownership of the character-based language technology underlying separate license agreements (known as the 


“Jiejing Licenses”) of which the Company had been the exclusive worldwide licensee since November 1993. 


Consideration given by the Company for acquiring the rights to and ownership of the technology underlying the Jiejing Licenses was the accelerated release of 4,525,000 
common shares of the Company, previously issued and held in escrow. In November 1993, in partial consideration for the Jiejing Licenses, the Company had issued 5,000,000 
common shares, which were placed in escrow, subject to certain performance criteria for release. In return for the accelerated release of 4,525,000 of these common shares 
from escrow, the owners and licensors of the technology: 

i) Assigned all rights to and ownership of such technology, subject to one exclusion; 

ii) Agreed to the cancellation of 475,000 common shares of the Company previously issued and outstanding under the escrow terms and conditions; 

iil) Forgave US$825,000 in license fees due and payable as at December 31, 1997; 


iv) Cancelled the Jiejing Licenses thus eliminating a cumulative US$22,500,000 in future annual license fees. 
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SHARE PURCHASE WARRANTS 


At December 31, 1998, the following share purchase warrants, issued in connection with private placements, were outstanding: 


CONVERSION PRICE 


WARRANTS COMMON SHARES PER COMMON SHARE EXPIRY DATE 
425,500 425,500 US$3.00 February 23, 1999 
547,619 547,619 US$5.25 June 19, 1999 


The US$3.00 warrants were not exercised prior to their expiring. 
STOCK OPTIONS 
At December 31, 1998, the Company maintained a Stock Option Plan for all directors, officers, employees and consultants of the Company. 


Under the terms of the Stock Option Plan, options may be granted at the discretion of the Board of Directors. The option price equals the closing 
price of the Company’s shares on the day preceding the date of grant. The options are not assignable, vest at the discretion of the Board of Directors, 


and expire, at maximum, after the tenth anniversary of the date of grant. 


The purchase price of common shares under options outstanding as at December 31, 1998, range from $2.20 to $8.70. The Company has 958,800 


remaining shares reserved for possible future allocations under the Stock Option Plan. 


Changes in the number of common shares under option during the three years ended December 31, 1998, are summarized as follows: 


1998 19:97 1996 

Outstanding, beginning of year 4,107,800 3,818,600 2,603,000 
Granted 1,697,500 1,334,000 2,076,600 
Cancelled (957,900) (909,800) (188,000) 
Exercised (345,200) (135,000) (673,000) 
Outstanding, end of year 4,502,200 4,107,800 3,818,600 


A majority of the options have an exercise price in excess of $5.00. 


ESCROWED SHARES 
Pursuant to policies of the Alberta Securities Commission and the Alberta Stock Exchange, certain issued common shares were held in escrow. At 
December 31, 1998 — nil (1997 — 5,000,000; 1996 — 5,000,000) common shares were held in escrow. 


7. INCOME TAXES 


Substantially all of the Company’s activities are carried out through operating subsidiaries in a number of countries. The income tax effect of operations 


depends on the tax legislation in each country and operating results of each subsidiary and the parent company. 


The provision for income taxes reflects an effective tax rate, which differs from the corporate tax rate for the following reasons: 


1998 1997 1996 
Combined basic Canadian federal and provincial income tax rate 44% 44% 44% 
Expected combined Canadian federal and provincial tax recovery 
based on above rates $ 1,004,000 $ 5,530,367 $ 4,162,000 
Differences in foreign statutory tax rates (411,000) (1,910,000) (1,675,000) 
Permanent differences (4,000) (115,367) 658,000 
Unrecognized recoveries on losses (589,000) (3,505,000) (3,145,000) 
Consolidated income tax $ - $ = $ = 


At December 31, 1998, the Company had losses for income tax purposes available to reduce future taxable income in Canada and various foreign 
jurisdictions of $7.9 million and $13.7 million respectively. Under current Canadian and foreign income tax legislation, the losses do not expire 


before 1999. 
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8. DISCONTINUED OPERATIONS 


DISCONTINUED TELECOMMUNICATIONS OPERATIONS 

The Board of Directors of the Company approved a formal plan of disposal for the telecommunications operations in December 1996. In 1997, 
the Company disposed of its telecommunications operations as it sold all of the shares of Miami International Gateway, Inc. (“MIG”) to Custom 
Technology Communication, a private Florida-based telecommunications company (the “Purchaser”) pursuant to a Sale and Purchase Agreement 
dated March 7, 1997. The principal of the Purchaser was an officer of the Company. Effective as of the closing, this officer ceased to be associated 


with the Company or any of its subsidiaries. 


The Purchaser acquired all of the outstanding shares of MIG for consideration of US$1.5 million and contingent cash consideration of US$1.0 million. 
The US$1.5 million is to be paid pursuant to a four (4) year, seven percent (7.0%) per annum Promissory Note. The contingent consideration of 
US$1.0 million is payable on March 7, 1999, if the telecommunications business acquired by the Purchaser achieves cumulative gross revenues of 
US$24.0 million for the 18-month period March 7, 1997 through September 7, 1998. To the best of the Company’s knowledge, MIG is insolvent 


and no longer conducts any form of operations. The Company has not and will not collect any consideration. 


The net loss in 1996 from the disposal of the telecommunications operations was $2,927,631 which includes the loss from operations from January 1, 
1997 to March 7, 1997 of $1,832,303. 


1998 1997 1996 


Net loss from discontinued telecommunications operations for the 


year ended December 31 $ = $ = $ 8,495,451 
Telecommunications operations revenue $ = $ = $ 15,638,601 


The following net assets and liabilities as at December 31, 1996 related to the discontinued telecommunications operations: 


Net Assets 
Cash $ 86,655 
Non-cash working capital 1,966,444 
Capital assets 1,506,045 
Customer accounts 107,582 
, $ 3,666,726 
Net Liabilities 
_ Bank indebtedness $ 1,371,300 
Accounts payable and accrued liabilities 3,670,398 
$ 5,041,698 
9. RELATED PARTY TRANSACTIONS 
The following table outlines the Company’s related party transactions: 
1998 1997 1996 
Management fees paid to two companies owned by a director $ 342,187 $ 282,839 $ 311,665 
Legal services provided by a law firm in which a director is a partner $ 34,782 $ 45,839 $ 88,446 
License fees to two companies owned by shareholders $ - $ 1,180,616 $ 483,980 
Interest income related to an officer loan $ 3,304 $ 9,933 $ - 
Consulting services provided by two companies in which a shareholder 
and a director are principals $ - $ - $ 145,726 


These transactions are in the normal course of operations and are measured at an exchange value, which approximates the arm’s length equivalent 


as with any third party. 
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At the year end, the amounts due to (from) related parties are as follows: 


1998 1997 1996 
Due to law firm in which a director is a partner $ 4,135 $ 14,628 $ 22,006 
License fees due to two companies owned by shareholders $ - $ 1,180,616 $ 483,980 
Due from officers $ ~ $ (103,677) $ (124,209) 
Due to two companies in which two directors are principals $ - $ - $ 34,704 


10. COMMITMENTS 
The Company rents premises and equipment under operating leases, which expire at various dates up to April 2002. 


Annual rentals under these leases for each of the next five years are as follows: 


1999 $ 360,000 
2000 $ 190,000 
2001 $ 170,000 
2002 $ 55,000 
2003 $ = 


11. CONTINGENCIES 


The Company has been named as a defendant in a lawsuit arising in the normal course of its Chinese character-based technology business, in a 
lawsuit with respect to the acquisition of certain customer accounts related to discontinued telecommunications operations, and a lawsuit with 
respect to the disposal of discontinued telecommunications operations. It is the opinion of management that these lawsuits will not be successful 


and the final determination of such claims will not materially affect the financial position or operating results of the Company. 


Pursuant to a statement of claim filed in the Court of Queens Bench, Alberta on February 2, 1995, Century Disposals Inc. vs. Multi-Corp Inc., 
Century Disposals Inc. alleged that the Company should have sold the business assets of United Industrial Equipment Rentals Ltd. to Century 
Disposals Inc. No contract was ever executed in respect of such a sale, and the Board of Directors of the Company never authorized or approved 
such a sale to the Plaintiff company. Century Disposals Inc. claimed $350,000 in damages. At trial, the Company was held liable to Century Disposals 
for a judgement and it filed a Notice of Appeal and a Stay of Enforcement of this judgement. The Company did not pay any judgement amount 
and as part of the stay application and appeal, the Company issued an irrevocable letter of credit in the amount of $468,770. The appeal was heard 
on October 13, 1998 and Zi Corporation won by an immediate oral decision from the appellate court. The three appeal judges unanimously held 
that there was no contract between Zi Corporation and Century Disposals. The letter of credit has been cancelled. Century Disposals made an 
application for leave to appeal the Alberta Court of Appeal decision to the Supreme Court of Canada. On March 4, 1999, the Supreme Court of 


Canada dismissed this application for leave to appeal. 
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12. SEGMENTED INFORMATION 
The Company's primary operations are located in Canada. 


The Company operates in one distinct industry with two reportable geographic segments: 


REVENUE OPERATING IDENTIFIABLE 

LICENSE FEES SOFTWARE CONSULTING TOTAL LOSS (1) ASSETS 

1998 North America $ 1,409,008 $ 2,526 $ 169, 186 $ 1,580,720 $ 1,196,318 $ 2,855,290 
China - 20,070 20,412 40,482 1,086,065 902,745 

Total $ 1,409,008 $ 22,596 $ 189,598 $ 1,621,202 $ 2,282,383 $ 3,758,035 

1997. North America $ - $ 6,451 $ 208,273 $ 214,724 $ 6,337,966 $ 2,998,545 
China - 789,571 306,678 1,096,249 6,380,696 T2195 375 

Total $ = $ 796,022 $ 514,951 $ 1,310,973 $ 12,718,662 $ 4,217,920 

1996 North America  $ - $ 5,714 $ 286,084 $ 291,798 $ 5,310,287 $ 9,683,501 
China = 1,067,809 324,820 1,392,629 4,476,433 1,603,903 

Total $ = $ 1,703,523 $ 610,904 $ 1,684,427 $ 9,786,720 $ 11,287,404 


(1) from continuing operations 

One customer accounted for 89% of the Company’s total 1998 revenue. 

During the year ended December 31, 1996, the Company operated in two distinct industry segments, Chinese character-based language processing 
technologies and telecommunications services. Telecommunications services were discontinued effective December 31, 1996 and disposed of in 
1997 (Note 8). 

13. UNITED STATES GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 


The consolidated financial statements, prepared in accordance with Canadian generally accepted accounting principles (“Canadian GAAP”), conform 


to those generally accepted in the United States (“US GAAP”), in all material respects, except: 


a) CONSOLIDATED STATEMENT OF LOSS AND DEFICIT 


1998 1997 1996 
Loss before discontinued operations pursuant to US GAAP $ 3,474,035 $ 12,569,017 $ 9,459,665 
Net loss pursuant to US GAAP $ 3,474,035 $ 12,569,017 $ 20,752,112 
Loss per share before discontinued operations pursuant to US GAAP $ 0.123 $ 0.584 $ 0.494 
Loss per share pursuant to US GAAP $ 0.123 $ 0.584 $ 1.083 


Pursuant to US GAAP, any revenue associated with contracts having multiple elements must be deferred and recognized ratably over the period of 
the contract unless clear evidence exists with respect to the fair value of each separate element of the contract. In addition, US GAAP requires that 
contracts involving significant modifications or customization of the software sold be accounted for under the guidelines of contract accounting. Consequently, 
pursuant to US GAAP, all the revenue and the associated costs of the Ericsson contract would be deferred at December 31, 1998 and amortized 
into income beginning January 1, 1999 over the period to December 31, 2000. As a result, revenue would be reported as $212,194, depreciation 


and amortization expense would be reported as $380,874 and net loss would be reported as $3,474,035 for the year ended December 31, 1998. 


Pursuant to Canadian GAAP, common shares held in escrow which are subject to future performance level criteria are included as outstanding 
shares in the calculation of loss per share. US GAAP requires that these shares (Nil in 1998, 5,000,000 in 1997 and 1996) be excluded from the 


calculation of basic loss per share. 


Pursuant to Canadian GAAP. certain 1997 market promotion costs totalling $832,465, reported as part of operating costs, is directly related to $578,483 
recorded as revenue to the Company. US GAAP requires that such revenue be recorded on a net basis as an offset to the related costs. Therefore, 
pursuant to US GAAP, 1997 revenues and operating costs would be reported as $732,490 and $10,346,712, respectively. This reclassification has 


no effect on net loss or loss per share for 1997. The 1997 amounts reportable under US GAAP in this note are unchanged from the amount presented. 


b) CONSOLIDATED BALANCE SHEET 

Pursuant to US GAAP, the revenue and associated costs of the Ericsson contract would be deferred at December 31, 1998. As a result, a net deferred 
revenue balance of $363,294 would be reflected on the consolidated balance sheet, and intangible assets (deferred development costs) and deficit 
would be restated as $648,402 and ($16,043,052), respectively. 


Pursuant to Canadian GAAP, the December 31, 1997 stated capital of the Company was reduced by its December 31, 1996 deficit of $33,349,455. 
US GAAP does not allow for such restatement. Therefore, pursuant to US GAAP, December 31, 1997 share capital and deficit would be reported 
as $47,074,485 and $45,918,472, respectively. This reclassification has no effect on net shareholders’ equity as at December 31, 1997 or 1998. 


C) CONSOLIDATED STATEMENT OF CHANGES IN CASH POSITION (“SCCP”) 

Pursuant to US GAAP, the revenue and associated costs of the Ericsson contract would be deferred at December 31, 1998. As a result, cash flow 
applied to operations would be reported as ($5,648,439). Cash flow from financing activities would be reported as $4,613,538, and cash flow 
applied to investing activities would be reported as ($69,505) for the year ended December 31, 1998. 


Pursuant to Canadian GAAP, SCCP requires disclosure of non-cash transactions. The reduction of debt through the conversion of convertible notes 
and the subsequent issuance of common shares for $350,000 in 1996 were non-cash transactions. US GAAP requires that non-cash transactions 
be excluded from SCCP disclosure. The exclusion of the non-cash transactions has-no net effect and the total financing activities for 1996 reportable 
under US and Canadian GAAP is unchanged from the amount presented on the SCCP. 


14. SUBSEQUENT EVENTS 


In March 1999, the Company raised additional funds through a private placement to finance the continued growth of the business. The Company 
raised $3.4 million through the issuance of Units. Each Unit consists of one common share and‘one common share purchase warrant, where one 


warrant is exercisable into one further common share upon payment of US$1.75 per share for a period of 36 months. 


15. UNCERTAINTY DUE TO THE YEAR 2000 ISSUE 


The Year 2000 Issue arises because many computerized systems use two digits rather than four to identify a year. Date-sensitive systems may recognize 
the year 2000 as 1900 or some other date, resulting in errors when information using year 2000 dates is processed. In addition, similar problems 
may arise in some systems, which use certain dates in 1999 to represent something other than a date. The effects of the Year 2000 Issue may be 
experienced before, on, or after January 1, 2000, and, if not addressed, the impact on operations and financial reporting may range from minor 
errors to significant system failure, which could affect an entity’s ability to conduct normal business operations. It is not possible to be certain that 
all aspects of the Year 2000 Issue affecting the entity, including those related to the efforts of customers, suppliers, or other third parties, will be 


fully resolved. 


16. COMPARATIVE FIGURES 


Certain comparative figures have been reclassified to conform with the presentation adopted in the current year. 
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